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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]

Examination in Auditing

November 14, 1935, 9 A. M. to 12:30 P. M.
The candidate must answer the first nine questions and
either question 10 or question 11.

No. 1 (5 points):
How should receivables representing accounts due in instalments maturing
later than one year after date of the balance-sheet be shown on a statement
prepared for seeking a three months’ loan from a bank? Give your reasons.
Answer:
In a merchandising business, two methods may be followed.
Instalment accounts in a finance company are generally shown in one
amount in the balance-sheet supported by a schedule showing the monthly
maturities. It is not common practice to make a distinction in the balancesheet between current and other assets.
In a manufacturing or trading business, instalment accounts receivable may
be shown as (1) current assets with a parenthetical note showing the amount of
such accounts maturing beyond the year, or the (2) amount currently due may
be shown as a current asset and the amount due after one year shown below the
current asset caption. In either case, the reserves for losses should be shown
separately as a deduction from the accounts.
For credit purposes, supporting schedules showing the monthly maturities
of the receivables is most desirable.

No. 2 (15 points):
State briefly your understanding of the meaning in accountancy of the
following terms:
Working fund
Fund balance-sheet of a municipality
Debenture
Escrow
Hypothecation
Depreciation
Obsolescence
Amortization.
Answer:
Debenture—A written obligation issued against the general credit of the
company without any special security.
Escrow—A deposit in the hands of a third party for delivery upon the ful
filment of some condition, or for some other purpose.
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The following are taken from Accounting Terminology, preliminary report of
a special committee on terminology published under the auspices of the
American Institute of Accountants.
Working fund—“Often funds supplied to branches to pay all disbursements,
the total receipts of each branch being remitted to the head office. Such
working funds are almost always imprest funds and are reimbursed in the
same manner as other imprest funds. It is usual, however, for large pur
chases, especially of fixed assets, to be paid for directly by the home office,
not out of the working fund. This fund, indeed, is intended to do what its
name implies, namely, supply funds for the working of the enterprise,
not for its establishment or extension.”
Fund balance-sheet of a municipality—"(1) A balance-sheet which sets
forth the assets and liabilities of a particular fund, e.g., sinking fund,
corporate stock fund, trust fund.
“This form of balance-sheet is used chiefly for municipal operations and
when so used shows the funding relations of a city, or other political sub
division, containing on the credit side unexpended authorizations to incur
liabilities, contingent liabilities on contracts and orders, reserves for retire
ment of temporary loans, etc., and on the debit side resources available for
meeting them, such as cash not otherwise applied, outstanding taxes
available and the amount of other revenue which a city or other political
subdivision has pledged itself to collect.”
Hypothecation—“The deposit of any securities or property as a pledge for
the payment of a debt.”
Depreciation—“Depreciation is loss in physical or functional value of
physical property, other than wasting assets, due primarily and chiefly to
ordinary wear and tear which has occurred theoretically in the past and
is not offset by adequate repairs and/or replacements.”
Obsolescence—“ The basic idea conveyed by this word is that of becoming
out-of-date or falling into disuse.
“ It is usually applied to plant and equipment which, although in good
physical condition, has become old-fashioned through the progress of in
vention or advance in the arts, so that results are achieved more efficiently
and/or at less cost under new methods.
“ Obsolescence may be caused by the cessation of demand for the par
ticular articles for the production of which a plant or unit was constructed
or installed. This element of loss would be eliminated if the plant or unit
could be readily converted to other use.”
Amortization—“The basic idea suggested by this word is that of reducing,
redeeming or liquidating the amount of an account already in existence.
“ In finance and accounting this word means the gradual extinguish
ment of an asset, a liability or a nominal account by prorating the
amount of it over the period during which it will exist or its benefit will
be realized.
“Amortization is caused by and the computations are based upon
effluxion of time or units of production. Life of a right or obligation or
loss of possession or use are the governing factors, e.g., amortization of a
patent or of debt discount and expense, or of a bonus paid for a lease, or of
the value of machinery, buildings, etc., on leasehold property which revert
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to the landlord upon expiration of a lease, or of the value of mine equip
ment whose useful life is known to exceed the productive life of the mine
and is necessarily to be abandoned upon ceasing operations.
“Amortization is also used to denote the gradual extinguishment of a
debt by means of a sinking fund.”

No. 3 (5 points):
In a detailed audit you find that the item “deferred charges,” shown in one
aggregate amount on the balance-sheet, comprises discounts on financing, de
ferred development, advertising and sundry operating expenses. How will you
treat this in your report?
Answer:
The deferred charges should be analyzed and segregated as to kind. The
source from which they arose should be examined, the purpose of the expense
and the method of amortization should be checked. Full comment on the
expenses should be made in the audit report.
The deferred development expense and the deferred advertising expenses
should be checked particularly to ascertain whether the products to which they
apply are still being manufactured and sold, or whether they apply to products
to be manufactured and sold in some future period. The basis of amortization
is important and should be carefully verified. If the product is no longer being
produced or sold, the expense applicable to the discontinued items should be
segregated and written off, if possible to determine the amount.
The sundry operating expenses should be broken down into a more detailed
classification, if practicable.

No. 4 (5 points):
Entering upon the audit of the A B Corporation you discover that in
accordance with its usual custom it has held open its books for fifteen days
after the end of its fiscal year and has entered, as of the closing date of said
year, the collections of open accounts and cheques drawn in payment of pur
chase and expense bills, bearing dates prior to the end of the year. No other
transactions during the fifteen days are so entered.
Discuss the probable reason for and the effect of this procedure, and state
what action you would take in the matter. Give your reasons.
Answer:
The client probably wishes to improve his cash position, and also realizes
that an equal reduction in the current assets and the current liabilities will
improve the current ratio, even though the actual working capital may not be
affected except for the discounts allowed and the discounts earned. If the
discounts earned are more or less than those allowed, the statement of earnings
(and net worth) will also be affected.
The accountant can not agree to this method of window dressing, and should
adjust the accounts receivable, accounts payable, cash, and discount accounts
to the balances as at the balance-sheet date. His balance-sheet should show
the true condition of the business as at the date of the balance-sheet as closely
as he can determine it to be; the reader of the statement accepts, in faith, that
it is everything that it purports to be, a true statement of condition as at the
date shown.
If comparative statements are rendered, the comparative figures should be
adjusted also.
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No. 5 (5 points):
In the accounts-payable item on the balance-sheet accountants rarely
segregate those past due. Do you think this should be done? Give your
reasons, pro and con.

Answer:
It is not the general practice to segregate the past due accounts payable
items in the balance-sheet, inasmuch as all of the past due payables and those
due within the current period are shown as current liabilities. The ratio of
current assets to current liabilities will indicate, to a large degree, the ability
of the company to meet its current obligations.
If any unusual situation is disclosed, such as a particularly large amount of
long past due accounts, such fact should be shown in the balance-sheet.
No. 6 (10 points):
The A B Corporation offers you an engagement to make a detailed audit of
its books and accounts, your fee to be paid in stock of the corporation at par.
For some time the stock has been quoted above par on the local exchange.
State whether or not you would accept such an engagement, and why.
Answer:
I would not accept the engagement subject to payment in the listed stock of
the company because I might be charged with rendering a report which would
influence the market price of the stock which I was to receive. The possibility
of being biased in the auditing of accounts of a company in which the account
ant is a stockholder, even though remote, is always present.
The company’s officials should have no objection to selling the stock to
obtain the amount of the fee.

No. 7 (15 points):
Describe how you would proceed in the audit of a bank to verify (a) cash on
hand and in other banks amounting to $2,000,000; (b) the collateral loans; and
(c) the bank’s own investments.
Answer:
The auditor should maintain control of all of the cash, cash items, and nego
tiable instruments until he has completed his audit of such items. This may
be accomplished by distributing the staff and making the various cash counts
and security verifications simultaneously, or by placing the securities under
seal while the cash is being counted. Representatives of the bank should be
required to be in attendance with all members of the accountant’s staff.

(a) Cash on hand and other banks:
All cash should be counted; bundles of bills and rolls of coins should
be tested. All cash and clearing items, cheques, money orders, etc.,
should be forwarded for clearing under the control of the auditor, and
should be followed up to see that the proceeds have been credited to the
account of the bank. The amount due from banks should be verified by
requesting confirmations from all of the banks, together with statements
of the client bank account from the date of the last statement to the date
of the audit, so that all transit items may be accounted for. The state
ments should then be reconciled with the ledger accounts.
(b) Collateral loans:
The notes should be examined for formality and negotiability; signa
tures and endorsements on the larger items should be compared with the
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signatures on record. Notes discounted, or out for collection, should be
confirmed. All of the collateral indicated by the register should be
located, examined and evaluated. The collateral should be examined to
ascertain that it has been endorsed or is accompanied by a power of
attorney. Demand loans long outstanding, and past due time loans
(even though secured by collateral) should be examined to determine
whether a reserve for loss is required. Amounts due from officers and
directors should be shown separately.
(c) Bank’s own investments:
To facilitate the inspection and count of the bank’s own investments,
it would be well to prepare schedules from the books and records before
commencing the audit of the investments. All of the securities should
be counted and inspected and checked against the prepared schedule.
This schedule should contain a complete description and classification,
including the purchase date, maturity date, interest rate, interest dates,
par value, cost, market value, dividend rates, dividend dates, etc. All
stocks and registered bonds should be in the name of the client bank; all
coupon bonds should have the future coupons attached. The accrued
interest should be computed. Any securities not on hand should be
noted and verified by confirmations from the custodians. In addition,
all of the documents—bonds, title guarantee, fire insurance policies, etc.,—
accompanying mortgages owned by the bank should be inspected. In
terest income should be traced through the cash records, and the accrued
interest computed. Past due and defaulted mortgages and bonds
should be considered with a bank official and a reserve for loss should be
set up. Consideration should also be given to providing a reserve
against any decline in the market value of the securities.
No. 8 (20 points):
The X Corporation desiring additional capital submits to an investment
company a statement in which the “net income for 1934 available for divi
dends” is shown as $65,000.
You are engaged by the investment company to audit the books of the X
Corporation for the purpose of verifying this net income. Your audit discloses
the following facts which are not shown in the statement, viz.:
(a) Depreciation for the year amounting to $16,000 was not provided;
(b) Dividends of $25,000 on preferred stock were payable on the day
following the date of the statement;
(c) A machine manufactured by the corporation for its own use at a cost of
$12,000 was charged to machinery account at the market price of similar
machines, namely, $17,000;
(d) In accordance with the terms of a trust deed under a bond issue $15,000
should have been credited out of net income to a sinking fund reserve;
(e) There was included in the net income $12,000 derived from non-recurring
transactions apart from the usual business operations;
(f) No provision was made for the 1934 federal income tax.
Explain how each item should have been treated on the books or on the
statement, and prepare summaries showing (a) the correct net earnings and
(b) the net income available for dividends.
Answer:
(a) Depreciation is an operating expense; the provision of $16,000 for the
year should be charged against profit and loss and credited to the reserve for
depreciation account.
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(b) The dividends of $25,000 on preferred stock payable the following day,
while not a charge against operating income, should be shown as a current lia
bility in the balance-sheet. The charge should be made against surplus
account.
(c) It is a well-known accounting principle that profits may be earned only
on sales to outsiders; a saving is not a profit. When the company charged its
machinery account $17,000 for the machine which cost $12,000 to construct,
it produced no profit. The saving of $5,000 should have been credited to an
unrealized profit account, and not to earnings (which action is assumed).
(d) The provision for the setting aside of $15,000 from earnings (under the
trust indenture) reduces the amount available for dividends, but does not
reduce the amount of the current year’s earnings.
(e) Accountants are not in agreement concerning the treatment of so-called
non-recurring credits; theoretically, such credits should be made directly to
the surplus accounts, and not considered as a part of operating income. How
ever, as the profit was realized, it is available for dividends.
(f) Provision for the federal income tax on the current year’s profits should
be made. As shown in the following statement, the taxable income is $44,000.
As the rate is 13¾ per cent., the liability for such tax is (13¾ per cent. of $44,
000) $6,050. This amount should be deducted in arriving at the amount
available for dividends.
(a) Statement showing the correct earnings.
Net income as reported................................
$65,000
Deduct:
Provision for depreciation..............................
$16,000
Eliminate saving treated as a profit.................
5,000
21,000

Net income, before provision for federal income
taxes....................................................................
Deduct: federal income taxes..................................

$44,000
6,050

Net income................................................................

$37,950

(b) Statement showing the net income available for
dividends.
Net income as reported...........................................
Deduct:
Provision for depreciation...................................
Eliminate saving treated as a profit.................
Provision for federal income tax.......................

Net income available for dividends, before pro
vision for sinking fund.....................................
Sinking-fund provision..................................................
Net income available for dividends.......................

$65,000
$16,000
5,000
6,050

27,050

$37,950
15,000

$22,950

No. 9 (10 points):
A corporation has been in business for many years and both business and
plant facilities have been continually expanded. It has regularly made good
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profits and accumulated a large surplus which is shown without explanation
on the balance-sheet as a single item.
At an annual meeting the stockholders complain that their dividends have
not been commensurate with the prosperity of the corporation as shown by the
annual statements, and the president explains vaguely that while most of the
surplus is legally available for dividends, there are practical reasons why it can
not be distributed at the present time. Not satisfied with this explanation the
stockholders thereupon engage you to make an examination and analysis of the
surplus account and report thereon.
Assuming that the president’s explanation is correct, state what you would
expect to discover and report.
Answer:
If the explanation of the president “ that . . . most of the surplus is legally
available for dividends” is true, I would expect to find that the surplus profits
have been reinvested in plant additions. My report would cover this point,
stating that while the company had a surplus account, the funds were applied
to the purchase of additional plant facilities, and consequently were not on hand
for the payment of dividends. A statement of application of funds would be
included as a part of my report.
It is also possible that certain restrictions on the payment of dividends may
have been made in the provisions for a bond or preferred stock issue; that the
surplus was created by a write-up of values; that the surplus account, is in fact,
a paid-in or capital surplus not legally available for dividends. If so, I would
obtain an opinion of the company’s attorney as to the legality of the declara
tion of dividends, from these sources, and comment fully upon my findings
in the report.

No. 10 (10 points):
In 1914 the A Corporation leased property consisting of land, buildings
erected thereon and machinery installed therein to the B Corporation for 99
years. Inter alia the lease provided that the property should be returned to
the lessor at the termination of the lease in as good condition as when leased
and also that any improvements made by the lessee should become the property
of the lessor upon termination of the lease.
In 1924 the lessee made extensive additions to the buildings and also scrapped
some of the machinery, replacing it with modern equipment at a greater cost
than that of the original units leased.
In 1934 the lease was terminated by breach and the lessor came into pos
session of the property.
What is the federal-income-tax status of the A Corporation in 1934 in re
spect to
(a) the additions to the buildings and
(b) the improvements to the machinery
made by the B Corporation?
Explain your answers.
Answer:
“If buildings are erected or improvements made by a lessee and such
buildings or improvements immediately become the property of the lessor,
as, for instance, if they are not subject to removal by the lessee, the lessor
may at his option report the income therefrom upon any one of the follow
ing bases:
(a) The lessor may report as income for the taxable year in which such
buildings or improvements are completed their fair market value at the
time of their completion.
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(b) The lessor may report as income at the time when such buildings or
improvements are completed the fair market value of such buildings
or improvements subject to the lease.
(c) The lessor may spread over the life of the lease the estimated depreciated
value of such buildings or improvements at the expiration of the lease
and report as income for each year of the lease an aliquot part thereof.
Except in cases where the lessor has reported income upon basis (a), if the
lease is terminated so that the lessor comes into possession or control of
the property prior to the time originally fixed for the expiration of the lease, the
lessor shall report income for the year in which the lease is so terminated to the
extent that the value of such buildings or improvements when he becomes en
titled to such possession exceeds the amount already reported as income on
account of the erection of such buildings or improvements. No appreciation
in value due to causes other than the termination of the lease shall be included.”
Regulations 86, article 22 (a)—13.
From the above it will be seen that the lessor has a choice of one of three
different bases from which to choose in reporting the income. In the year
1934, unless the corporation reported on basis (a), the taxpayer should include as
income the value of the additions erected by the lessee to the extent that the
value of such additions to the buildings exceeds the amount already reported.
In the case of the machinery, the corporation should report as income, the
value of the new machinery to the extent that the value of such new machinery
at the date of the termination of the lease exceeded the value of the old ma
chinery had the old machinery not been replaced.
No. 11 (10 points):
What are the general advantages of monthly balance-sheets, profit-and-loss
and operating statements (a) if prepared by the bookkeeper and (b) if prepared
or audited by a public accountant?
Answer:
While the cost of having the monthly statements prepared by a public
accountant will be higher than if the statements were prepared by the book
keeper, the following should be considered:
(1) The accountant is better trained and has had a broader experience to
draw upon.
(2) Suggestions relative to the system of internal check and its operation can
be offered immediately.
(3) The opinion and the suggestions of the accountant are unbiased.
(4) The fact that the statements were being prepared by the accountant
would probably minimize the possibility of fraud or embezzlement.
(5) The accountant would be available immediately to analyze and confer
on the statements.
(6) The latest statements would be available for certification should the
client need them.
Examination in Accounting Theory and Practice—Part I
November 14, 1935, 1:30 P. M. to 6:30 P. M.
A correspondent has called attention to the following points regarding the
solution of problem No. 2, which was published in the Students' Department in
the January, 1936, issue of The Journal of Accountancy.
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“ (1) Concerning the transfer of $50,000 from current funds to endowment
funds, although the loan is indicated as temporary in character, the amount
represented by it is not available in current funds for expenditure. Conse
quently, it is believed that it should be set up in an endowment fund as ‘funds
temporarily functioning as endowment’ and should not appear in current
funds or that a reserve should be set up for it under current funds so as to segre
gate it from the surplus of those funds. In line with these suggestions, the
balance-sheets of general current funds, endowment funds, and funds invested
in plant would appear as per the appended statement. Balance-sheets of other
funds would not be different from The Journal of Accountancy solution.
“ (2) Although the governing board of the college might have authority to
make an outright expenditure of $100,000 for a residence hall from undesignated
funds functioning as endowment, it is believed that, since a residence hall is an
income producing enterprise, the item should be shown as an investment of en
dowment funds and not as a reduction in them. This would modify the bal
ance-sheet of endowment funds and of funds invested in plant.
“(3 ) The problem calls for ‘a statement of current income, expenditure and
surplus’ and it would seem that this might be met by such a statement as is
appended. In this statement the orders and contracts outstanding at the end
of the year are not included under expenditures but are shown as an amount
reserved from surplus at the close of the year.” (See next page.)
Statement of income and expenditure
and current funds surplus
Income:
Educational and general............................................................... $1,070,000
Auxiliary enterprises..........................................................................
315,000
Non-educational income....................................................................
15,000
Total income...................................................................................
Expenditures:
Educational and general........................................ $1,060,000
Auxiliary enterprises...................................................
252,000
Non-educational expense............................................
26,000

1,400,000

Total expenditures.........................................................................

$1,338,000

Net excess of income over expenditures........................................
Balance, beginning of year...................................................................
Add:
Transfer from annuity funds...........................................................

62,000
86,000

1,000
$

Deduct:
General funds transferred to plant funds...............
Transfer to endowment..............................................
Reserve for encumbrances.........................................

$

62,000
50,000
6,000

Balance, end of year.............................................................................. $

394

149,000

118,000
31,000

Total general ...................................... $59,000

395
100,000 $1,060,000

100,000 957,000

$857,000

Funds invested in plant:
Educational
plant (total) ................. $3,442,000
Less: investment of en 
dowment funds in institu 
tional property ............
100,000 $3,342,000

Funds in tru st .....................

...

(in which endowment
funds are invested)

S ecu rities... ................
In stitu tio n al property

Investments —

Cash ......................................................... $ 3,000

Endowment and other non-expendable funds:

Inventories .............................................

Accounts receivable ..............................

Cash .................................................... $18,000
Investm ents ........................................... 20,000

Net investment in plant ....................

Funds invested in plant:
Bonds payable .....................................

$

3,242,000

100,000

Endowment and other non-expendable funds:
Endowment funds, principal............ $ 810,000
Undesignated funds functioning as
endowment...................................
250,000

Total general ..................................... $59,000

3,000
18,000

Balance-sheet (part)
Liabilities, reserves, and surplus
Current funds:
General—
Accounts payable .................................. $ 2,000
Reserve for encumbrances ...................
6,000
Working capital .................................... 20,000
Unappropriated surplus ....................... 31,000

Current funds;
General—

Assets

$l,060,00C
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